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There’s still time to register for 
the AICPA National Conference 
on Advanced Litigation Ser­
vices and Fraud at Caesar’s 
Palace, Las Vegas, October 
31-November 1, 2002 and the 
AICPA National Business Valua­
tion Conference at the New 
Orleans M arrio tt, November 
1 7 -1 9 , 2002. Consulting Ser­
vices Section members qualify 
for $50 off the AICPA member 
rate for these conferences. 
ABV designees also receive a 
$100 discount for the BV Con­
ference. For more information or 
to register call 888-777-7077  
or visit www.cpa2biz.com/con- 
ferences.
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PUNITIVE DAMAGES: A FRAMEWORK 
FOR THE FINANCIAL EXPERT
Helping Triers of Fact Reach an Informed Decision
M arile e  H o p k in s, CPA
The job of the financial expert is to 
bring rationality to the irrational, 
says the Honorable Judge Sheldon 
G ardner, C ircuit C ourt of Cook 
County, Illinois. Nowhere is this 
more evident than in the area of 
punitive damages. Recently, a jury 
awarded $145 billion against the 
tobacco industry, and in another 
case, a jury determined that a puni­
tive award of 1,000 times the com­
pensatory damages was just.
For financial experts, experi­
enced in the analysis and determi­
nation of actual damages, assisting 
the trier of fact with opinions in 
punitive damages m atters can be 
another world. Many legal opinions, 
legal commentaries, and litigation 
services practice aids guide the 
expert in the calculation of actual 
damages. Little guidance is avail­
able, however, for experts who have 
m uch to offer the court (Judge 
Gardner would suggest because lit­
tle is known about the meaning of 
punitives). Such assistance u lti­
mately serves to protect a defendant 
from an unreasonable punitive dam­
ages award or give assurance to the 
court that the award is rational.
Before considering guidance to 
the expert in formulating his or her 
opinion, let’s consider first the legal 
framework for determining punitive 
damages. According to Black’s Law 
Dictionary.
Compensatory damages are such as will 
compensate the injured party for the injury 
sustained, and nothing more; such as will 
simply make good or replace the loss caused 
by the wrong or injury. Damages awarded 
to a person as compensation, indemnity, or 
restitution for harm sustained by him. The 
rationale behind compensatory damages is 
to restore the injured party to the position 
he or she was in prior to the injury.
Exemplary or punitive damages are 
damages on an increased scale, awarded to 
the plaintiff over and above what will barely 
compensate him for his property loss, where 
the wrong done to him was aggravated by 
circumstances of violence, oppression, mal­
ice, fraud, or wanton and wicked conduct 
on the part of the defendant, and are 
intended to solace the plaintiff for mental 
anguish, laceration of his feelings, shame, 
degradation, or other aggravations of the 
original wrong or else to punish the defen­
dant for his evil behavior or to make an 
example of him for which reason they are 
also called “punitive” or “punitory” dam­
ages or “vindictive” damages. Unlike com­
pensatory or actual damages, punitive or 
exemplary damages are based upon an 
entirely different public policy considera­
tion—that of punishing the defendant or of 
setting an example for similar wrongdoers, 
as above noted. In cases in which it is 
proved that a defendant has acted willfully, 
maliciously, or fraudulently, a plaintiff may 
be awarded exemplary damages in addition 
to compensatory or actual damages.
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GOVERNING LAW
All damages1 constitute compensa­
tion for an injury or wrong sus­
tained, either under laws of con­
trac t or to rt (a com m on law 
violation) and always within the 
definitions of the applicable legal 
jurisdiction. Compensatory dam­
ages are awarded under either con­
tracts or torts and may require the 
expert, after consu lta tion  with 
counsel, to apply different method­
ologies or p resen tations. Some 
exam ples of these d ifferences 
include the use of historical operat­
ing results rather than prospective 
financial information, the applica­
tion of interest and present values, 
and consideration of income tax. 
Only under tort law, however, can a 
plaintiff claim punitive damages.
Further, the appeal of an award 
of punitive damages assessed by a 
jury constitutionally requires a de 
novo standard of review (Cooper 
Industries Inc. v. Leatherman Tool 
Group, Inc.2). The cases cited in this 
article demonstrate that, because 
the punitive damages frequently 
bear some relationship to the com­
pensatory damages, to the extent 
that the expert is providing opinion 
testimony related to the award of 
compensatory damages, the jud i­
ciary may also be obligated to criti­
cally review the expert’s compen­
satory damages opinion. Further, if 
the jury relies on the expert’s opin­
ion, a judicial review of the opinion 
is mandatory.
CALCULATING COMPENSATORY DAMAGES
The financial expert generally calcu­
lates compensatory damages under 
one of the following methodologies:
• Decline in value: the value of an 
item before the event giving rise 
to the action, less the value after 
the event.
• Lost profits: the incremental profits 
that would have been earned dur­
ing the damage period less the 
increm ental profits actually 
earned.
• Costs: either the increased cost of 
an item multiplied by the number 
of items acquired or the out of 
pocket costs incurred as a result 
of the event giving rise to the 
action.
With few exceptions (the area of 
intellectual property damages being 
one), the application of these 
methodologies and the resultant cal­
culation focus on the plaintiff, the 
injured party. The objective of an 
ex p ert’s analysis and opinion, 
whether the expert is retained by the 
attorney for the plaintiff or defen­
dant, is to determine the amount of 
economic loss the plaintiff suffered. 
Although the expert may offer an 
opinion as an estimate or a range, or 
merely evaluate the work of another, 
the expert is assisting the trier of fact 
to determine a fact at issue, which is 
the specific amount of economic loss. 
In a perfect world, the injured party 
would receive the am ount deter­
mined by the expert and proceed as 
if the event had never occurred.
As noted above, the purpose of a 
punitive damages award is to pun­
ish the defendant for the wrongful 
conduct and to deter future mis­
deeds. This purpose shifts the focus 
of the expert completely from the 
injured party to the defendant, the 
party found to have caused the 
injury. Unlike the am ount of a 
theft, which in many cases can be 
calculated exactly, the amount that 
would deter a party from acting 
again in a similar m anner cannot 
be de te rm in ed  exactly. C onse­
quently, the expert must provide 
assistance by providing facts that 
the jud ic iary  can use to fram e, 
limit, or otherwise assess the award. 
Only the ju ry  can decide what 
amount is sufficient to punish and 
deter, and the judiciary in review 
can determine if the jury’s award is 
reasonable based on constitutional 
limits.
The constitutional limits, as set 
out in BMW of North America, Inc. v. 
Gore, provide that the award—
Must be commensurate with the 
degree of reprehensibility of the 
defendant.
Cannot exceed the defendant’s 
ability to pay the award and can­
not cause substantial damage or 
destruction of its business.
Must bear a reasonable relation­
ship to the actual harm.
An expert can particularly pro­
vide assistance to the court by ren­
dering opinions regarding the 
defendant’s ability to pay, the actual
1 Damages assessed by statute, such as those under anti-trust laws, the Lanham Act, and the like, are excluded from consideration in this article.
2 All cases referenced in this article in addition to other informative cases relevant to punitive damages are cited in the schedule on page 3.
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Schedule of Punitive Damage Cases and Awards
JURY AWARD RESULT OF JUDICIAL REVIEW
Compensatory $ Punitive $ Total $ Multiple* Compensatory $ Punitive $
Pacific Mut. Life Ins. Co. v. Haslip
111 S.Ct. 1032 (1991) $200,000 $840,000 $1,040,000 4 affirmed affirmed1
Zhadan v. Downtown Los Angeles Motor 
Dist. App., 161 Cal.Rptr. 225 5,260 90,000 95,260 17 affirmed affirmed
Cooper Industries v. Leatherman Tool
121 S.Ct. 1678 (2001) 50,000 4,500,000 4,550,000 90 50,000 reversed/remand
BMW of North America, Inc. v. Gore
116 S.Ct. 1589 (1996) 4,000 4,000,000 4,004,000 1,000 4,000 reversed/remand2
Jonathan Woodner Co. v. Breeden
665 A.2d 929 (D.C.App. 1995) 965,000 15,000,000 15,965,000 16 965,000 reversed/remand
Cash v. Beltmann North American
Co., Inc. 900 F.2d 109 (7th Cir. 1990) 250,000 137,409 387,409 1 250,000 75,000
Lipsig v. Ramlawi 760 So.2d 170 
(Fla.App. 3 Dist. 2000) 525,000 10,000,000 10,525,000 19 525,000 reversed/remand
Arab Termite and Pest Control v. Jenkins 
Fla., 409 So.2d 1039 50,000 125,000 175,000 3 reversed/remand reversed/remand
Welty v. Heggy 429 N.W.2d 546 
(Wis.App. 1988) 156,163 200,000 356,163 1 156,163 50,000
Fopay v. Noveroske 334 N.E.2d 79 27,500 20,000 47,500 1 affirmed affirmed
Smith v. Telophase Nat. Cremation
Soc., Inc. 471 So.2d 163 
(Fla.App. 2 Dist. 1985) 250,000 1,050,000 1,300,000 4 affirmed 200,000
Wackenhut Corp. v. Canty
Aa., 359 So.2d 430 50,000 180,000 230,000 4 affirmed affirmed
Brown v. Farkas 511 N.E.2d 1143 
(Ill. App. 1  Dist. 1986) 50,000 1,000,000 1,050,000 20 50,000 50,000
Owens-Corning Fiberglas Corp. v. Ballard 
749 So.2d 483 (Fla. 1999) 1,800,000 31,000,000 32,800,000 17 affirmed affirmed3
Moore v. Missouri-Nebraska Exp., Inc.
892 S.W.2d 6976 (Mo.App. W.D. 1994) 121,159 4,200,000 4,321,159 35 121,159 350,0004 5
George Grubbs Enterprises, Inc. v. Bien 
900 S.W.2d 337 (Tex. 1995) 573,815 5,000,000 5,573,815 9 affirmed reversed5
1 Appeal was based on due process argument.
2 A fine of $2,000 was applicable to defendant’s actions.
3 The punitive award was less than 2% of defendant’s net worth.
4 Uncontradicted testimony indicated that the company net worth was $460,000.
5 The trial court also awarded $222,294.49 in prejudgment interest.
* Rounded to nearest whole number.
economic harm sustained, and in 
certain circumstances, the reprehen­
sibility of the defendant. Where the 
parties have chosen not to provide 
evidence as to net worth, the court 
will “fill in” the missing information, 
particularly as it relates to net worth.
In Smith v. Telophase Nat. Cremation 
Soc., Inc., for example, the plaintiff, a
widow, brought an action against a 
cremation society for the alleged 
intentional infliction of mental dis­
tress in connection with the failure 
to dispose of her husband’s ashes in 
accordance with specific instruc­
tions. The jury awarded $1,250,000 
in punitive damages. Although sev­
eral legal issues were raised on
appeal, the excessive nature of the 
punitive award is relevant here. The 
Court of Appeals, in examining the 
record, found evidence that shortly 
after the lawsuit was instituted, the 
defendan t sold all of its assets, 
except for its land, for $900,000. 
Although the precise value of the 
land was not known, some evidence
3
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in troduced  ind icated  it did not 
exceed $100,000. No evidence was 
introduced that the sale was other 
than an arm ’s length transaction. 
Accordingly, the evidence in the 
record available to the court indi­
cated a value of approxim ately 
$1,000,000 (less than the award). 
The court therefore affirmed the 
trial judge’s remittitur of $1,050,000, 
leaving the punitive award at either 
$200,000 or a new trial on the issue 
of punitive damages.
DEFENDANT'S ABILITY TO PAY
The CPA expert has the most to offer 
the court in determining the defen­
dant’s financial position, which the 
court can then use to support its 
analysis of “ability to pay without 
bankrupting.” As in other areas of the 
law, the net book value (net worth) of 
the defendant determined in accor­
dance with generally accepted 
accounting principles (GAAP) is a 
good place to start. Many jurors, 
although not accountants, are famil­
iar with the term GAAP, like audit, 
and find it useful for relying on or 
analyzing financial information.
From the foundation  of the
GAAP net worth, the expert may 
consider providing pro forma finan­
cial exhibits, or adjusting the defen­
dant’s net worth by other factors that 
can have a significant impact on the 
defendant’s ability to pay. Factors 
such as the following could be con­
sidered:
• Goodwill or other intangible assets not 
reflected in the company’s financial 
statements. Generally, the inclusion 
of this information would result 
in a higher amount of net worth.
• The amount of accelerated deprecia­
tion or amortization the defendant has 
recognized in prior years. Generally, 
the consideration of this informa­
tion would result in a h igher 
amount of net worth.
• The relationship between net 
worth and cash flow.
• Contingent liabilities that are not 
required to be recorded on a GAAP 
basis. Generally, the consideration
of this information would result 
in a lower amount of net worth.
• Commitments, such as long-term 
leases. Generally, the considera­
tion of this information would 
result in a lower amount of net 
worth.
• The impact of other judgments, which 
naturally result in a lower amount 
of net worth.
• The consideration of legally separate 
forms of organization. Some courts 
have held that the net worth of 
the defendant only should be 
considered, without regard to 
subsidiaries, parents, brother-sis­
ter companies, or other related 
parties.
• Fair market value. In certain cir­
cumstances, a defendant’s bal­
ance sheet, while in conformity 
with GAAP, may represent a real 
d istortion  of the d e fen d an t’s 
financial resources. A valuation 
based on fair market value may be 
a better determinant of available 
resources with which to pay an 
award.
The expert should use his or her 
best judgment as to whether other 
factors would be relevant to the 
jury’s determination. Other factors 
m ight include, for example, the 
im pact that the paym ent of the 
award would have on the company 
or society, even though not bank­
rupting the company. For instance, a 
drug company might consider sub­
mitting evidence that demonstrates 
the payment of a punitive damages 
award would have a negative impact 
on its ability to perform research or 
a ttrac t capital to fund future 
research. Another example might be 
the evidence as to the spending by a 
defendant that a jury might consider 
discretionary, or amounts expended 
by the defendant in an attempt to 
cure the injury (cleanup).
PUBLIC AND PRIVATE INFORMATION
Many cases involving headline grab­
bing punitive awards relate to defen­
dants that are public companies. 
Information related to these compa­
nies’ net worth is relatively easy to 
obtain. In addition, inform ation 
about their market value may also be 
readily accessible. The expert must 
also be able to explain market value 
concepts in the event that market 
value is introduced.
Many cases, however, relate to pri­
vate companies with little financial 
information available to the public. 
Although punitive awards may only 
be considered when compensatory 
damages have been awarded, as dis­
cussed earlier, the expert is focusing 
on the plaintiff in determining com­
pensatory damages. During discov­
ery, the expert must be cognizant of, 
and certainly bring to the attention 
of counsel, the differences in the 
types of financial evidence needed to 
provide opinion testim ony with 
respect to punitive damages.
Further, these private companies 
may not have financial statements 
prepared in conformity with GAAP or 
audits performed by independent 
accountants. In this circumstance, the 
expert should inquire about the 
financial information that is contem­
poraneously maintained by the defen­
dant and the services provided by an 
independent accountant, if any, and 
proceed with requests to counsel for 
production of this information. The 
minimum financial information avail­
able to any defendant should be 
income tax returns. This evidence 
does provide some level of assurance 
to a jury, as the returns are subject to 
Internal Revenue Service audit and 
should have been prepared consis­
tently from year to year.
Another case that indicates the 
importance of submitting or rebut­
ting net worth testimony, particularly 
by the plaintiff, is Moore v. Missouri- 
Nebraska. Truck ow ners/lessors 
brought an action against a trucking 
company/lessee for breach of con­
tract, fraudulent misrepresentation, 
fraudulent nondisclosure, and 
promissory estoppel. The jury found 
compensatory damages of $121,159 
and a punitive award of $4,200,000, 
which the judge remitted to $350,000.
4
F a ll 2 0 0 2 CPAExpert
Without objection, or cross-examina­
tion, the defendant presented expert 
testimony that its net worth was 
$460,000. Plaintiffs presented no evi­
dence that this amount was false or 
that the defendant was only a conduit 
of a much larger holding company. 
The remittitur was upheld on appeal.
DATE OF EVIDENCE
Finally, the evidence regarding a 
defendant’s ability to pay should be 
as of the date of the trial or pay­
ment. This is consistent with the 
notion of penalizing for a prior act 
and deterrence, which assumes the 
actions will be discontinued and the 
economic impact of the discontinu­
ance of the act will be reflected in 
the future financial performance of 
the defendant.
The Jonathan Woodner Co. v. Breeden 
appeal related to an excessive puni­
tive damages award and the date of 
the evidence concerning net worth. 
This action was brought by tenants 
against landlords, seeking damages 
for nuisance and intentional inflic­
tion of emotional distress in connec­
tion with alleged poor housing condi­
tions and intimidation by landlords. 
The landlords were attempting to 
convert the property from rental to 
condominium use. The trial court 
appointed a Special Master to ascer­
tain the net worth of the Woodner 
Co. to guide it in setting an appropri­
ate bond. The finding of the Special 
Master, which was adopted by the 
trial court, was that the net worth of 
Woodner Co., as of May, 1990, one 
year after trial, was $1,500,000. The 
punitive damage award against Wood­
ner Co. was $9,000,000. The trial 
court found that any measure of net 
worth o ther than the difference 
between the value of the assets and 
liabilities of the defendants at a time 
reasonably close to the date of trial 
was “illusory.” All awards of punitive 
damages were reversed.
RELATIONSHIP TO ACTUAL HARM
Courts interpret the constitutional 
limitation, the relationship to actual
harm  done, generally  to m ean 
either the relationship between a 
punitive damage award and the 
compensatory award or the relation­
ship of the punitive award to avail­
able fines or other statutory penal­
ties. The expert’s role is primarily as 
a consultant to counsel in evaluating 
this factor and generally includes 
the com pilation of inform ation 
related to the actual harm done. 
Again, a compensatory damages 
opinion that can hold up well under 
both ju ry  and jud ic ia l review 
scrutiny is an excellent yardstick. 
Thereafter, other evidence provided 
by the expert under this test may be 
largely arithmetic calculations used 
as exhibits to dem onstrate  the 
nature  of the punitive award as 
e ither excessive or appropriate . 
Attorneys may be reluctant to use 
the CPA in any capacity other than a 
consulting capacity because they 
may not want to give an amount to 
the jury.
Generally, punitive awards that 
are greater than four times the com­
pensatory award appear to have 
been determined on evidence other 
than a single plaintiff award basis. In 
addition to relevant case citations, 
the schedule on page 3 includes a 
calculation of the relationship  
between various punitive award 
amounts to the relevant compen­
satory amounts.
In BMW of North America, Inc. v. 
Gore, the trier of fact found a very 
d irect relationship  between the 
com pensatory damages and the 
punitive damages. The punitive 
damages were calculated as the com­
pensatory damages to the single 
plaintiff multiplied by the number 
of instances of the wrongful activity 
in Alabama. In some cases, punitive 
damages awards, although at high 
m ultiples of the com pensatory 
award, still represent a very small 
percentage of the defendant’s net 
worth. In the Owens-Corning Fiberglas 
Corp. v. Ballard award, which was 
affirm ed, the punitive award of 
$31,000,000 represented a 17 times
multiple, but only 1.3 percent of the 
Owens-Corning net worth.
DEGREE OF REPREHENSIBILITY
Evidence to support the degree of 
reprehensibility of a defendant’s 
action may also be related to the 
actual com pensatory damages 
assessed. In providing this assistance, 
the creativity and natural investiga­
tive mind of the CPA expert should 
be an asset in helping counsel find 
evidence of the actions of the parties 
and in developing exhibits to 
demonstrate the expert’s findings. 
Factors to consider might include 
the following:
• Defendant’s actions in mitigating 
the injury.
• Defendant’s response to notice of 
the injury.
• Whether one business caused the 
injury to another business.
• W hether the p lain tiff partici­
pated.
• Whether there were other reme­
dies, such as fines, that could have 
been assessed.
• The number of incidents.
In summary, the CPA may be 
called on for either consulting or 
expert opinion assistance in any of 
the three areas noted above 1) the 
defendant’s ability to pay, 2) the 
relationship to the actual harm, and 
3) the degree of the reprehensibility 
of the act. However, it is most likely 
(and therefore of most importance 
to the CPA) that the CPA expert will 
be asked to assist in the area of the 
defendant’s ability to pay; and there­
after, to fully and properly educate 
the jury on the financial condition of 
the defendant, so that the jury can 
reach an informed decision. As in 
opinions of compensatory damages, 
the expert must be a teacher to the 
jury, must come fully prepared, and 
must have based the opinion on suf­
ficient study, analysis, and credible 
evidence. X
Marilee Hopkins, CPA, is a partner with 
Crowe, Chizek and Company, LLP, Chicago, 
Illinois.
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THE APV METHOD: IS IT BETTER THAN 
THE DCF?
M ark L. Z y la ,  C P A /A B V , CFA, ASA
Most valuation analysts are comfort­
able using the discounted cash flow 
(DCF) m ethod of valuation. The 
DCF method simply discounts cash 
flows that a business or even a sin­
gle project is expected to generate, 
back to the p resen t at a rate of 
return that is commensurate with 
the risk of actually receiving the 
cash flows. The cash flow of an 
en tire  business is usually dis­
counted back to the present at the 
business’ weighted average cost of 
capital (WACC).
Using the discounted cash flow 
method, however, has limitations. 
The WACC inherently assumes the 
capital structure of the business will 
remain the same in perpetuity. But, 
what if the capital s tru c tu re  is 
expected to change? What if you 
are asked to value a highly lever­
aged company that is expected to 
reduce its debt level over time? 
What if the company has significant 
net operating loss carryovers? How 
does a practitioner handle these sit­
uations?
Fortunately, a useful methodol­
ogy in these and many other situa­
tions is the Adjusted Present Value 
Method or the APV. This method­
ology is becom ing increasingly 
touted by academics as superior to 
the DCF.1
The APV method has its roots in 
the initial financial theory p ro ­
posed by Franco Modigliani and 
Merton Miller (M&M), who first 
analyzed the effects of how a firm is 
financed upon its value.2 The M&M 
model demonstrated that, under a 
certain set of assumptions (no taxes
or transaction costs), the value of 
the firm is independent of how it is 
financed. In o ther words, under 
these assumptions, the value of the 
entire business enterprise doesn’t 
change if the weighting of debt and 
equity change.
Stewart Myers further expanded 
the M&M model by developing a 
m odel th a t does no t have the 
restrictive set of assumptions of the 
M&M theory. Myers developed a 
m odel that separates the invest­
m ent decision and the financing 
decision in a valuation.3 This model 
expanded upon the M&M theory 
by taking into account that interest 
expense is tax deductible and this 
tax deductibility may create value. 
Myers’ model has become known as 
the Adjusted Present Value Model.
AN EASILY UNDERSTOOD MODEL
Conceptually, the APV is relatively 
easy to understand. The method 
separates the investment decision 
from  the financing decision by 
breaking the traditional DCF into 
two parts. The first part (the invest­
ment decision) discounts unlever­
aged cash flows to present at an 
equity rate of return. The second 
part (the financing decision) dis­
counts the interest tax shield to the 
present value at a rate of return that 
reflects the risk in actually achieving 
these tax benefits. The two parts are 
then summed to derive the value of 
the entire enterprise.
The APV is based upon a princi­
ple of value additivity that analysts 
can use with valuations. The APV 
m ethod is a powerful tool. The
method is helpful not only to ana­
lysts in indicating the impact differ­
ent financing alternatives may have 
on a company’s value, but also to 
managers of businesses in deter­
mining the incremental impact of 
d ifferen t m anagerial decisions, 
such as better working capital man­
agement or better asset manage­
ment on value.4
The trad itional DCF analysis 
accounts for financing  effects 
through the use of the WACC as 
the discount rate. In calculating a 
WACC, the after-tax marginal cost 
of debt is weighted with the cost of 
equity at a static debt to equity 
ratio. The debt to equity ratio is 
usually an assumed “optim al” or 
“ta rg e t” level of financing. Any 
value added through the use of 
debt financing is considered in the 
WACC by using the after tax cost of 
debt. While using a static debt to 
equity ratio is enticingly simplistic, 
most company’s ratio of debt to 
equity varies greatly over time. Most 
company’s tax rates change consid­
erably over time, as well.
Fortunately, the APV m ethod 
can handle situations in which the 
level of debt to equity is expected 
to change. Changing level of debt 
can be cumbersome under the DCF 
m ethod of valuation, using the 
WACC. The APV m odel accom ­
plishes changing debt levels by sep­
arating financing effects on value 
from the value of the operations 
themselves. Consequently, in situa­
tions in which capital structure is 
expected to change over time, the 
APV is a more flexible way to esti­
mate value.
THREE STEPS TO A BETTER METHOD
The APV m ethod is a three step 
process. In the first step, the “real” 
cash flows to the business (debt 
free or w ithout any financing
1 Luehrman, T. “Using APV: A Better Tool For Valuing Operations” Harvard Business Review May-June 1997 Reprint Number 97306.
2 Modigliani, F. and Miller, M. ‘‘The Cost of Capital, Corporation Finance, and the Theory of Investment” American Economic Review June 1958, pp 261-297.
3 Myers, S. “Interactions of Corporate Financing and Investment Decisions—Implications for Capital Budgeting” Journal of Finance March 1976, pp 1-25.
4 Luehrman; see above.
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Table 1: Peachtree Electronics Pro Forma Balance Sheets (in $'000)
For the year ending December 31,
2003 2004 2005 2006 2007
ASSETS
Current assets
Net fixed assets
Other assets
$1,000
8,000
1,000
$1,200
7,200
1,000
$1,425
6,480
1,000
$1,600
6,500
1,000
$2,500
6,500
1,000
Total assets $10,000 $9,400 $8,905 $9,100 $10,000
LIABILITIES AND EQUITY
Current liabilities $500 $550 $675 $750 $1,250
Revolver 8.0% 1,500 1,200 800 700 300
Term loan 9.0% 6,000 5,700 4,700 3,700 3,450
Total liabilities $8,000 $7,450 $6,175 $5,150 $5,000
EQUITY 2,000 1,950 2,730 3,950 5,000
Total liabilities & equity $10,000 $9,400 $8,905 $9,100 $10,000
SUPPLEMENTAL DATA:
Debt service:
Interest paid 660 621 548 438 362
Debt repaid — 2,000 1,400 1,100 650
Depreciation 1,000 1,100 900 300 300
CAPEX 200 300 180 320 300
Incremental working capital — 150 100 225 300
Table 2: Peachtree Electronics Pro Forma Income Statements (in $'000)
For the year ending December 31,
2003 2004 2005 2006 2007
EBIT $2,000.0 $2,200.0 $2,420.0 $2,662.0 $2,928.2
Interest 660.0 621.0 548.0 438.0 362.0
EBT 1,340.0 1,579.0 1,872.0 2,224.0 2,566.2
Taxes @ 38% 509.2 600.0 711.4 845.1 975.2
Net income 830.8 979.0 1,160.6 1,378.9 1,591.0
Supplemental data:
Depreciation 1,000 1,100 900 300 300
CAPEX 200 300 180 320 300
Incremental working capital — 150 100 225 300
effects) are discounted to the pre­
sent at the equity rate of return. 
This first step is the value of the 
operations or the investment deci­
sion assuming all equity financing. 
In the second step, the financing 
cash flows (the value added by tax 
shield for type and amount of debt 
financing of the business) is dis­
coun ted  to p resen t at a risk 
adjusted rate of return that is com­
mensurate with the risk of receiving 
the tax benefit of debt financing. In 
the third step, the two results are 
summed, which provides a conclu­
sion of value of the entire business.
Why is the APV method better? 
Rather than using an assumed sta­
tic debt to equity ratio as in the 
WACC, the APV m ethod’s second 
step can be used to forecast the tax 
shield of debt that either increases 
or decreases over time. In many 
instances, the changing level of 
debt represents more accurately 
what a company expects to happen 
than does the constan t deb t to 
equity ratio assumed in the WACC. 
Additionally, the APV method can 
handle the value created through 
the use of more unusual types of 
capital structures, such as those
with convertible debt and deben­
tures. Finally, since the method is 
additive, an analyst can reconfigure 
the model to estimate the impact of 
specific managerial decisions upon 
value.
A CASE IN POINT
Ted Carter, president of Peachtree 
Electronics, has asked you to esti­
mate the value of his company. 
Carter has received an indication of 
in terest from Big Electronics to 
acquire all of Peachtree’s equity. As 
such, Carter would like you to assist 
him in understanding the fair mar­
ket value of Peachtree.
In interviewing Carter about the 
current capital structure of Peachtree, 
you learn that Peachtree’s manage­
ment has a detailed plan to reduce 
the current level of debt over time. 
Carter has provided pro forma bal­
ance sheets for Peachtree (Table 
1). Carter also has provided you 
with pro forma income statements 
for Peachtree for the next five years 
(Table 2). You notice from the pro 
forma balance sheets that manage­
ment expects to reduce the level of 
debt financing from $7,500,000 in 
2003 to $3,750,000 by 2007. Since 
management expects the ratio of 
debt to equity to be reduced over 
tim e, you decide to use the 
Adjusted Present Value method to 
estimate the fair market value of 
Peachtree’s equity.
You breakdown the method into 
three steps:
1. Discount the base case cash flows 
to present value at equity rate of 
return.
2. Discount the tax shield to pre­
sent at risk ad justed  rate  of 
return.
3. Sum the results.
The projected cash flows used in 
the first step of the adjusted pre­
sent value are the same projections 
an analyst would use in a debt free 
cash flow analysis in a traditional 
DCF using the WACC as the dis­
count rate. However, rather than
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discounting the debt free 
cash flows to present at the 
WACC, u n d e r the APV 
method, the debt free cash 
flows are discounted to pre­
sent at the cost of equity.
For our analysis, we esti­
mate that the cost of equity 
of Peachtree is 20.0% (see 
footnote in Table 3). The 
projected debt free cash 
flows of P each tree  dis­
counted to present value at 
20.0% is approxim ately  
$10,818,000 as presented 
in Table 3.
The second step of the 
APV method involves ana­
lyzing the financing effects 
upon the company’s value.
One of the most common 
side effects of debt financ­
ing upon value is the tax 
deductibility of debt financ­
ing. The deduction of inter­
est expense reduces taxable 
income. In this second step, the tax 
savings from interest expense pro­
jected by Peachtree’s management 
is discounted to present value at a 
rate of return commensurate with 
the risk of actually receiving the tax 
benefit.
Some analysts, however, disagree 
about what the appropriate rate is 
to discount the tax shield. Some 
analysts argue that a rate slightly 
above the risk free rate may be the 
appropriate rate to discount the 
cash flows from the in terest tax 
shield. Other analysts argue that a 
rate com m ensurate with 
the marginal cost of debt 
may be more appropriate.
In the case of Peachtree, 
we selected a 10.0% rate . 
which is slightly above the 
marginal rate on the term 
loan of 9.0%. An appropri­
ate rate to discount cash 
flows from the interest tax 
shield would reflect any 
add itiona l uncerta in ty  
from changing tax rates, 
etc. The value added to
Table 3: Peachtree Electronics Pro Forma Cash Flows (in $'000)
For the year ending December 31, Terminal
2003 2004 2005 2006 2007 Year1
EBIT $2,000 $2,200 $2,420.0 $2,662.0 $2,928.0
-  Taxes @ 38% 760 836 919.6 1,011.6 1,112.7
+ Depreciation
1,240
1,000
1,364
1,100
1,500.4
900.0
1,650.4
300.0
1,815.5
300.0
= Cash flow from operations 2,240 2,464 2,400.4 1,950.4 2,115.5
-  Incremental working capital — 150 100.0 225.0 300.0
-C A P E X 200 300 180.0 320.0 300.0
= Cash flow to equity 2,040 2,014 2,120.4 1,405.4 1,515.5 10,608.4
Period 0.5 1.5 2.5 3.5 4.5 4.5
Present value factor @ 20%2 0.9129 0.7607 0.6339 0.5283 0.4402 0.4402
Present value @ 
discount rate of 20% 1,862 1,532 1,344 742 667 4,670
Sum of present values $10,818
1 Long-term growth rate is 5%
2 Cost of equity (Ke) = Rf+ B(Rpm-Rf) +_, Where
Rf = 7.00%
B = 1.0
RPm -  Rf = 6.00%
= 7.00%
Ke = 7.0%+ 1.0 (6.0%)+7.0% = 20.0%
Peachtree purely from the interest 
tax shield discounted at 10.0% is 
approximately $2,698,000, as pre­
sented in Table 4.
Summing the present value of 
the debt free cash flows in step one 
and the present value of the tax 
shield in step two results in the 
A djusted P resen t Value of 
Peachtree. Using the APV method, 
you conclude that the indicated 
value of the business enterprise, or 
conversely of all the assets of 
Peachtree Electronics, is approxi­
mately $13,516,000. After subtract­
Table 4: Interest Tax Shield (in $'000)
For the year ending December 31, Terminal
2003 2004 2005 2006 2007 Year1
Interest $660.0 $621.0 $548.0 $438.0 $362.0
x Tax rate @ 38% 250.8 236.0 208.2 166.4 137.6 2,888.8
Period 0.5 1.5 2.5 3.5 4.5 4.5
Present value factor @ 10% 0.9535 0.8668 0.7880 0.7164 0.6512 0.6512
Present value @
discount rate of 10% 239 205 164 119 90 1,881
Sum of present values $2,698
1 Long-term growth rate is 5%
ing in te res t bearing  deb t of 
$7,500,000, you determine that the 
indicated value of the equity under 
the APV method is $6,016,000. (See 
Table 5)
COMPARISON WITH THE DCF METHOD
What if we estimated the value of 
Peachtree using trad itional dis­
count cash flow method? How does 
discounting debt free cash flows at 
the WACC compare to the value 
indicated under the APV method? 
Table 6 shows the same cash flows 
of Peachtree discounted to present
8
Fa ll 2 0 0 2 CPA Expert
Table 5: Peachtree Electronics 
Adjusted Present Value (in $'000)
Value of operations (Table 3) $10,818
+ Value of tax shield (Table 4) 2,698
Adjusted present value $13,516
-  Interest-bearing debt 7,500
Equity value $6,016
value at the WACC of Peachtree, 
which is calculated to be 17%, as 
shown in Table 6. We assumed that 
the “target” capital structure for 
Peachtree in our calculation of its 
WACC to be 70% equity and 30% 
debt.5 The present value of the pro­
je c te d  deb t free cash flows of 
Peachtree discounted at the WACC
Table 6: Peachtree Electronics Discounted Cash Flow (in $'000)
For the year ending December 31, Terminal
2003 2004 2005 2006 2007 Year1
EBIT $2,000 $2,200 $2,420.0 $2,662.0 $2,928.0
-  Taxes @ 38% 760 836 919.6 1,011.6 1,112.7
1,240 1,364 1,500.4 1,650.4 1,815.5
+ Depreciation 1,000 1,100 900.0 300.0 300.0
= Cash flow from operations 2,240 2,464 2,400.4 1,950.4 2,115.5
-  Incremental working capital — 150 100.0 225.0 300.0
-C A P E X 200 300 180.0 320.0 300.0
= Cash flow to entity 2,040 2,014 2,120.4 1,405.4 1,515.5 13,260.5
Period 0.5 1.5 2.5 3.5 4.5 4.5
Present value factor @ 17%2 0.9245 0.7902 0.6754 0.5772 0.4934 0.4934
Present value @ WACC of 17%2 1,886 1,591 1,432 811 748 6,542
Sum of present values 
for enterprise 
-  Interest-bearing debt 
Equity value
$13,011
7,500
$5,511
1 Long-term growth rate is 5%
2 WACC is assumed to be
Assume: cost of equity is 21.6% x 70% = 15% 
after-tax cost of debt is 9.0% x (1 -  0.38) x 30% = 2% 
Weighted Average Cost of Capital (WACC): 17%
3 Cost of equity @ 70/30 equity/debt is: (Ke)
Rf
RPm
B
-Rf
Ke =
is $5,511,000 (Table 6). 
There is almost $500,000
difference in the indicated 
value between both m eth­
ods. Why would this be the 
case? Well, recall tha t 
Peach tree  is reducing  its 
level of debt from the first 
year of the projections to a 
more normal level. The dif­
ference in value is due to the 
higher level of tax shield reflected 
in the APV method as opposed to 
the DCF. Since m anagem ent 
expects the level of debt to change 
over time, the APV m ethod pro­
vides a be tte r ind ication  of the 
value of the equity of Peachtree, 
particularly for this purpose of valu­
Rf + B(Rpm -  Rf) + _, Where 
7.00%
1.26570 (4)
6.00%
7.00%
7.0% + 1.2657 (6.0%) +7.0% = 21.6%
ation. As you can see in this exam­
ple, the traditional discounted cash 
flow using the WACC with a static 
debt to equity ratio missed some of 
the value created through the way 
the business is actually financed.
SUMMING UP
The traditional discounted cash 
flow m ethod w herein debt free 
cash flows are discounted to the 
present at the WACC may not be 
appropriate in every circumstance. 
The WACC assumes a static debt to 
equity ratio presumably at an opti­
mal capital structure. However, 
many companies do not expect to 
have a static level of debt to equity, 
particularly in situations involving 
highly leveraged transac­
tions. Under these types of 
situations, the A djusted 
Present Value Method may 
be a better m ethod. The 
APV separates the value of 
operations from value cre­
ated or destroyed by how 
the company is financed. 
The APV may be a better 
tool to analyze the value of 
entities with unique financ­
ing because it separates the 
value of the operations of a 
business purely from the 
value th a t is crea ted  
through the way the busi­
ness is financed. As such, 
the APV can also be used as 
a m anagem ent tool to 
break out the value created 
from specific managerial 
decisions. X
4 BL = Bu (1+[1 -  t][D/E])
= 1.0 (1+[0.62] [30/70]) 
= 1.0 (1+ [0.62] [0.4286])
BL = 1.2657 Mark L. Zyla, CPA/ABV, CFA, 
ASA, is a shareholder of Atlanta- 
based Phillips Hitchner Group, Inc.
5 The beta in the cost of equity in the WACC is releveraged at the 70/30 equity to debt ratio to reflect the increased risk from debt financing, increasing the required 
return on equity. The required return on equity in this example leveraged at the “target” capital structure is 21.7%. In the APV method, the increased risk due to higher 
levels of debt financing is reflected in step two of that method.
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THE IMPACT OF SARBANES-OXLEY
The following letter, written for members of the AICPA Consulting Services Section, 
discusses how the new legislation may affect providers of expert and litigation and 
dispute resolution services.
Dear Consulting Services Section 
Member:
The accounting profession faces 
many significant challenges and 
opportunities with the recent enact­
ment of the Sarbanes-Oxley Act of 
2002. Many provisions of this Act will 
redefine the way in which CPAs serve 
their publicly traded audit clients. 
The AICPA recognizes that many of 
our Consulting Services Section 
m em bers will no t be directly 
impacted by the Act because they do 
not provide services to publicly 
traded audit clients. Nonetheless, we 
felt it was important to share with 
you the provisions of the Act 
because:
1. Many CPA consulting profession­
als and their firms do serve pub­
lic companies.
2. The Act may very well influence 
other federal or state legislation 
and rule changes tha t could 
extend beyond public companies.
THE SARBANES-OXLEY ACT OF 2002
The most significant provision of the 
Act that has an impact on CPA con­
sultants is the prohibition on certain 
non-audit services provided to pub­
licly traded audit clients. Also, all 
non-audit services that are not 
expressly prohibited must receive 
advance approval from the client’s 
audit committee. The rem aining 
provisions affecting CPA consultants 
relate to disclosure of non-audit 
related fees.
Provisions o f the Act Affecting Firms that Audit Public 
Companies
The Act has a number of provisions 
relating to the offering of non-audit 
services to audit clients. How those
services are defined and interpreted 
could be important for members of 
the Consulting Services Section.
The Act specifically makes “unlaw­
ful” the delivery of the following 
“non-aud it” services to publicly 
traded audit clients:
• Bookkeeping or other services 
related to the accounting records 
or financial statem ents of the 
audit client.
• Financial inform ation systems 
design and implementation.
• Appraisal or valuation services, 
fairness opinions, or contribution- 
in-kind reports.
• Actuarial services.
• Internal audit outsourcing ser­
vices.
• Management functions or human 
resources.
• Broker or dealer, investm ent 
adviser, or investment banking 
services.
• Legal services and expert services 
unrelated to the audit.
• Any other service that the Public 
Company Accounting Oversight 
Board determines, by regulation, 
is impermissible.
Non-audit services are defined as 
those professional services provided 
to a publicly traded audit client by a 
registered public accounting firm, 
other than those provided to the 
client in connection with an audit or 
a review of the financial statements 
of the client.
At this time, we cannot determine 
if the prohibitions will extend to the 
consulting services that CPAs pro­
vide to executives or employees of 
publicly traded audit clients. It is dif­
ficult to predict the eventual impact 
of this provision because much of 
this will not be addressed until regu­
lations are issued or through judicial 
proceedings. However, the Senate 
committee reports provide us with 
some background on the creation of 
the list of prohibited services.
In particular, the Senate Commit­
tee on Banking, Housing, and Urban 
Affairs, Report 107-205, provides us 
with some insights into the drafting of 
the list of prohibited non-audit ser­
vices. The report states, “The inten­
tion of this provision is to draw a clear 
line around a limited list of non-audit 
services that accounting firms may 
not provide to public company audit 
clients because their doing so creates 
a fundamental conflict of interest for 
the accounting firms.” Further, ‘‘The 
accounting firm should not act as an 
advocate of the audit client, which 
would be involved in providing legal 
and expert services to an audit client 
in legal, administrative, or regulatory 
proceedings, or serving as a broker- 
dealer, investment adviser, or invest­
ment banker to an audit client, which 
places the auditor in the role of pro­
moting a client’s stock or other inter­
ests.” The report specifies, ‘T he pur­
pose [of the prohibition on certain 
non-audit services] is to assure the 
independence of the audit, not to put 
an end to the provision of non-audit 
services by accounting firms.”
The Board may, on a case by case 
basis, exempt any person, issuer, 
public accounting firm, or transac­
tion from the list of prohibited ser­
vices, but also retains the power to 
issue regulations to expand the list 
of prohibited non-audit services. It is 
also important to note the Act does 
not prohibit CPAs from providing 
consulting services to non-audit 
clients.
Expert Services
The Act prohibits providing “expert” 
services to audit clients. Since the 
Act does not specifically define 
“expert services”, the term expert 
raises many questions. This could 
have an impact on other consulting 
and advisory services such as perfor­
mance m easurem ent services in
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addition to litigation and valuation 
services. During the implementation 
phase of the Act, the AICPA Litiga­
tion and Dispute Resolution Sub­
committee, the Business Valuation 
Subcommittee, the Performance 
Views Task Force, and the Consult­
ing Services Executive Committee 
will work with AICPA leadership to 
describe the potential issues and sug­
gest solutions.
Im plications fo r L itiga tion  and Dispute Resolution 
Services
While the above list is clear on the 
consulting services that CPAs cannot 
provide to their public company 
audit clients, there are increased ser­
vices that are likely to be requested 
of CPAs who perform litigation and 
dispute resolution services. These 
services may be performed for either 
plaintiffs or defendants and can be 
performed for companies to provide 
risk assessments that may drive enter­
prise change. Some key changes that 
may have the greatest im pact 
include:
• Increased investigative work in 
connection with a) CEO and CFO 
certifications, b) loans to execu­
tive officers or directors, c) disclo­
sures of material off balance sheet 
transactions, arrangements, and 
obligations, and d) CEO and CFO 
disclosures of internal control 
deficiencies and employee fraud.
• Quantification of CEO and CFO 
com pensation and profits if a 
company is required to restate its 
financial statement results.
• Consulting with Boards of Direc­
tors and Audit Committees. The 
forensic CPA can educate, investi­
gate and direct implementation 
of controls and reporting mecha­
nisms to increase such groups’ 
ability to perform required corpo­
rate governance.
Advance Approval Requirement
All non-audit services that are not 
expressly prohibited under the Act 
must be approved in advance by the 
audit committee. The approval-in-
advance requirem ent is generally 
waived when the services were not 
recognized by the issuer at the time 
of the engagement to be non-audit 
services, total fees received during 
the year from all non-audit services 
are less than 5% of the total fees 
received from the audit client, and 
the services are brought to the atten­
tion of and approved by the audit 
committee prior to the completion 
of the audit. The audit committee’s 
approval of all non-audit services 
must be disclosed to investors in reg­
ular SEC filings.
Disclosure o f Fees
As part of the registration process 
required by the Act, CPA firms must 
disclose the annual non-audit service 
fees received from each publicly 
traded audit client.
CASCADE EFFECT BEYOND PUBLIC 
COMPANIES
Of particular concern is the cascade 
effect the scope of service restric­
tions of the Act could have on the 
CPA consultant. The new law may 
become the template for similar fed­
eral and state legislative and rule 
changes that would also directly 
affect both non-publicly traded com­
panies and the CPAs who provide 
consulting services to them.
Shortly following the President’s 
signing of the Act into law, several 
states began moving forward with 
legislation that would result in addi­
tional burdens for CPAs. The AICPA 
and state CPA societies are monitor­
ing this situation closely and will con­
tinue to keep you informed.
The AICPA will continue to moni­
tor and update you on legislative 
activities that affect the accounting 
profession. We are working with 
state CPA societies and various leg­
islative and regulatory agencies to 
ensure our concerns and suggestions 
are addressed in current and future 
legislation and rule making. We 
encourage you to contact your leg­
islative representatives, your state 
society and the AICPA concerning
any current or proposed legislation 
that may affect CPAs and CPA con­
sultants. If you have any close con­
tacts in your state houses of legisla­
ture, you may wish to talk with them 
to help them understand the impact 
of this cascade effect on privately 
owned businesses.
You can view the recent AICPA 
News Alert on the Sarbanes-Oxley 
Act at www.aicpa.org/info/aicpa_update_7.htm. 
Members who have questions about 
the new law and its impact on their 
firm or company, should call 866- 
265-1977. The hotline will be staffed 
Monday th rough  Friday for the 
rem ainder of 2002. You may also 
send questions or concerns to the 
Consulting Services Membership 
Section at mcs@aicpa.org.
The summary of the Act serves as 
a general outline of the issues that 
may impact the CPA consultant and 
should not be relied upon for tech­
nical interpretation.
Yours truly,
Dom inic A. C in g o ra n e lli,  CPA, CMC 
Chair, Consulting Services Executive 
Committee
J . Lo uis M ath ern e, CPA
Director, Business Assurance &  Advisory 
Services
Editor’s note: For a list of states in 
which accounting reform legisla­
tion has been proposed, along with 
a list of other business-related legis­
lation, access www.aicpa.org/download/info/ 
State_Accounting_Reform.doc. X
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EXPERT RESPONSE
Concerning the article “Applying the 
Income Approach in Quantifying 
Premiums and Minority Discounts” 
(Summer 2002 CPA Expert). The 
author has an interesting method in 
using minority and control income 
capitalization approaches to flesh out 
the reasonableness of a control pre­
mium based upon Mergerstat data. 
However, the illustration of it recalls 
some scary ghosts of valuation-past.
At least in my estimation, GAAP 
earnings are rarely a meaningful 
measure of a company’s future eco­
nomic benefits. Certainly, we have 
seen all too much evidence of the 
manipulation in earnings recently. 
Given the vast array of accounting 
policies available to companies and 
the even more vast interpretations of 
those policies, comparing the hypo­
thetical S Corp’s earnings in the arti­
cle to guideline companies’ earnings 
is more likely than not an exercise in 
futility. That is why most valuators 
focus on cash flow.
More problematic is the illustra­
tion in “Table 3: Calculation of 
Value Estimates,” which illustrates a 
variation on the Revenue Ruling 59- 
60 weighted average of prior years’ 
earnings, a widely debunked valua­
tion method in my experience. The 
earnings in Table 1 are inconsistent 
with the author’s earlier contention 
that “Since the company’s financial 
and m arket cond itions have 
remained fairly stable...we feel satis­
fied relying on h istorical data, 
rather than projected future earn­
ings.” Minority Earnings in Table 1 
have grown from  $1,553,100 to 
$1,990,200 in the five years illus­
trated! This is “fairly stable?” Earn­
ings grew at an annual rate  of 
26.6% from 1998 to 1999. What 
could possibly be the rationale for
weighting at 10% the five-year-old 
earnings data of $1,553,100 when 
the most recent year is $1,990,200, 
28% higher? The example does not 
offer evidence that the five years 
have a constant growth rate or a dis­
cernable likely growth rate, a pre­
requisite for use of the capitaliza­
tion of earnings method applied to 
historical earnings.
Five-year-old data is usually less 
than meaningless; it is misleading. 
Valuation is and always will be about 
future cash flow. Ibbotson bases its 
risk premia on cash flow. It is not 
about historical earnings, and cer­
tainly not about weighted averages. I 
believe we do a disservice to the valu­
ation community when we use such 
examples to explain an otherwise 
interesting idea.
M ark O . D ie trich , C P A /A B V
Dietrich &  Wilson, PC
Framingham, Massachusetts
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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